Appendix 3
Arlingclose’s Economic and Interest Rate Forecast
as at January 2011

Mar-11  Jun-11 Sep-11 Dec-11 Mar-12 Jun-12 Sep-12 Dec-1z2 Mar-13 Jun-1% Sep-13 Dec-1& Mar-14
Official Bank Ratg
Upside risk 0.25 0.25 0.25 0.5Q 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5(@ 0.5¢ 0.5@
Central case 0.5(Q 0.5Q 0.75 1.00 1.25 1.50 2.04 2.5( 2.79 2.79 3.00 3.00 3.00
Downside risk - -|- 0.28- 05Q- 05Q- 05Q- 0.50- 0.50- 05Q0- 05Q- 05Q- 0.50- 0.5
1-yr LIBID
Upside risk 0.25 0.5Q 0.5@ 0.5Q 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5(¢ 0.5(¢ 0.5¢ 0.5(¢ 0.5¢
Central case 1.64 1.9¢ 2.19 2.44 2.5¢ 2.5( 2.79 3.04 3.2§ 3.5(¢ 3.5(¢ 3.5(¢ 3.5¢
Downside risk - 028- 0.28- 0.23- 050- 05Q- 0.5Q- 05¢- 0.50- 050- 050- 050- 0.5Q- 0.50¢
5-yr gilt
Upside risk 0.25 0.5Q 0.5Q 0.5Q 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5(¢ 0.5(¢ 0.5¢
Central case 2.79 3.00 3.2§ 3.5( 3.78 4.0q 4.0q 4.0q 4.00 4.00 4.25 4.25 4.0q
Downside risk - 025- 0.23- 0.2%- 0.29- 0.2- 0.25- 0.29- 0.28- 0.29- 0.28- 0.25- 0.25- 0.2§
10-yr gilt
Upside risk 0.25 0.25 0.25 0.25 0.2§ 0.5¢ 0.5¢ 0.5¢ 0.5(¢ 0.5(¢ 0.5(¢ 0.5(¢ 0.5¢
Central case 3.90 4.0Q 4.1(Q 4.25 4.5(Q 4.75 4.75 4.75 4.75 4.75 5.0Q 5.0Q 4.75
Downside risk - 028- 0.28- 0.28- 0.29- 0.25- 0.24- 0.24- 0.28- 0.28- 0.25- 0.25- 0.25- 0.25
20-yr gilt
Upside risk 0.2§ 0.2§ 0.2§ 0.2§ 0.2§ 0.2§ 0.5d 0.50 0.5¢ 0.50 0.5¢ 0.50 0.50
Central case 4.5(Q 4.75 5.00 5.00 5.04 5.0d 5.0d 5.04 5.0Q 5.0Q 5.25 5.2§ 5.0¢
Downside risk - 025- 0.23- 0.2%- 0.29- 0.29- 0.25- 0.29- 0.28- 0.29- 0.28- 0.25- 0.25- 0.2§
50-yr gilt
Upside risk 0.25 0.5Q 0.5Q 0.5Q 0.5¢ 0.5¢ 0.5¢ 0.5¢ 0.5(¢ 0.5(¢ 0.5(¢ 0.5(¢ 0.5¢
Central case 4.25 4.5Q 4.79 4.79 4.79 4.79 4.5( 4.5( 4.5¢ 4.5¢ 4.75 4.75 4.50
Downside risk - 025- 0.25- 0.28- 0.29- 0.25- 0.25- 0.24- 0.28- 0.29- 0.25- 0.25- 0.25- 0.25

e The recovery in growth is likely to be slow and uneven.

e The initial reaction to the CSR is positive, but implementation risks remain.

e The path of base rates reflects the fragility of the recovery and the
significantly greater fiscal tightening of the emergency budget. With growth
and underlying inflation likely to remain subdued, the Bank will stick to its
lower for longer stance on policy rates.

e Uncertainty surrounding Eurozone sovereign debt and the risk of
contagion will remain a driver of global credit market sentiment.

Underlying assumptions:

¢ The framework and targets announced in the Comprehensive Spending
Review (CSR) to reduce the budget deficit and government debt will be
put to the test; meeting the 2010 borrowing target of £149bn will be crucial
to the gilt market’s confidence in the credibility of the deficit reduction
plans.



Despite Money Supply being weak and growth prospects remaining
subdued, the MPC has gravitated towards increasing rates in the new
year as global inflation continues to rise along with household inflation.
Consumer Price Inflation is stubbornly above 3% and is likely to spike
above 4% in the first quarter of 2011 as a result of VAT, Utilities and Rail
Fares.

Unemployment remains near a 16 year high, at just over 2.5 Million, and is
set to increase as the Public Sector shrinks. Meanwhile employment is
growing but this is mainly due to part time work, leaving many with
reduced income.

Recently announced Basel Il capital/liquidity rules and extended
timescales are positive for banks. Restructuring of UK banks’ balance
sheets is ongoing and expected to take a long time to complete. This will
be a pre-condition for normalisation of credit conditions and bank lending.
Mortgage repayment, a reduction in net consumer credit and weak
consumer confidence are consistent with lower consumption and therefore
the outlook for growth.

The US Federal Reserve downgraded its outlook for US growth; the Fed is
concerned enough to signal further QE through asset purchases.
Industrial production and growth in the Chinese economy are showing
signs of slowing. Both have implications for the global economy.



